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Notice to Readers
This publication provides preparers and auditors with a detailed 
overview of recent developments at the Securities and Exchange 
Commission (SEC) and Public Company Accounting Oversight 
Board (PCAOB) with respect to financial reporting and auditing 
matters. The material in this publication was prepared by AICPA 
staff and has not been considered or acted upon by senior techni­
cal committees of the AICPA or the AICPA Board of Directors 
and does not represent an official opinion or position of the 
AICPA. It is provided with the understanding that the author 
and publisher are not engaged in rendering legal, accounting, or 
other professional service. If legal advice or other expert assistance 
is required, the services of a competent professional person 
should be sought. The author and publisher make no representa­
tions, warranties, or guarantees as to and assume no responsibility 
for the content or application of the material contained herein, 
and expressly disclaim all liability for any damages arising out of 
the use of, reference to, or reliance on such material.
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SEC and PCAOB Alert— 2006/07
Securities and Exchange Commission Develepments
The summaries below are for informational purposes only and 
should not be relied upon as a substitute for a complete reading 
of the applicable rule or development. In addition, the informa­
tion presented below does not encompass all of the recent is­
suances and activities of the U.S. Securities and Exchange 
Commission (SEC or the Commission). See the SEC Web site at 
www.sec.gov for complete information.
SEC Staff Accounting Bulletins
A Staff Accounting Bulletin (SAB) reflects the SEC staff's views 
regarding accounting-related disclosure practices. They represent 
interpretations and policies followed by the Division of Corpora­
tion Finance and the Office of the Chief Accountant in adminis­
tering the disclosure requirements of the federal securities laws. 
The most recently issued SAB is discussed below.
SAB No. 108
On September 13, 2006, the SEC released SAB No. 108, Topic 
1N Considering the Effects o f  Prior Year Misstatements when Quan­
tifying Misstatements in Current Year Financial Statements. The is­
suance provides interpretive guidance on how the effects of the 
carryover or reversal of prior year misstatements should be con­
sidered in quantifying a current year misstatement.
There have been two common approaches used to quantify such 
errors. Under one approach, the error is quantified as the 
amount by which the current year income statement is misstated 
(the rollover approach). The other common approach quantifies 
the error as the cumulative amount by which the current year 
balance sheet is misstated (the iron curtain approach). Exclusive 
reliance on an income statement approach can result in a regis­
trant accumulating errors on the balance sheet that may not have
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been material to any individual income statement, but which 
nonetheless may misstate one or more balance sheet accounts. 
Similarly, exclusive reliance on a balance sheet approach can re­
sult in a registrant disregarding the effects of errors in the current 
year income statement that result from the correction of an error 
existing in previously issued financial statements.
The staff believes registrants must quantify the impact of correct­
ing all misstatements, including both the carryover and reversing 
effects of prior year misstatements, on the current year financial 
statements. The SEC staff believes that this can be accomplished 
by quantifying errors under both a balance sheet and an income 
statement approach and by evaluating errors measured under 
each approach. Thus, a registrant’s financial statements would re­
quire adjustment when either approach results in quantifying a 
material misstatement after considering all relevant quantitative 
and qualitative factors.
If, in correcting an error in the current year, an error is material to 
the current year’s income statement the prior year financial state­
ments should be corrected, even though such a revision previ­
ously was and continues to be immaterial to the prior year 
financial statements. Correcting prior year financial statements 
for immaterial errors would not require previously filed reports to 
be amended. Such correction may be made the next time the reg­
istrant files the prior year financial statements. However, regis­
trants electing not to restate prior periods should follow the 
disclosure requirements specified in the SAB. In general, SAB 
No. 108 is effective for financial statements for fiscal years ending 
after November 15, 2006, with earlier application encouraged in 
any report for an interim period of the first fiscal year ending 
after November 15, 2006, and filed after the SAB’s publication 
date of September 13, 2006. For additional accounting and tran­
sition information, see the issuance at http://www.sec.gov/ 
interps/account/sab108.pdf
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SEC Final Rules, Exemptive Orders, Interpretive Releases, and 
Concept Releases Issued in 2006 and During the Fourth Quarter 
of 2005
Presented below are certain newly issued SEC final rules, exemp­
tive orders, interpretive releases, and concept releases that are rel­
evant to accounting and auditing. Refer to the SEC Web site at 
www.sec.gov for a comprehensive list.
SEC Final Rule—Executive Compensation and Related 
Person Disclosure
The SEC issued Release No. 33-8732A on August 29, 2006, 
which adopts amendments to the disclosure requirements for ex­
ecutive and director compensation, related person transactions, 
director independence, and other corporate governance matters 
and security ownership of officers and directors. These amend­
ments apply to disclosure in proxy and information statements, 
periodic reports, current reports, and other filings under the Se­
curities Exchange Act of 1934 (the Exchange Act) and to registra­
tion statements under the Exchange Act and the Securities Act of 
1933 (the Securities Act). The SEC is also adopting a require­
ment that disclosure under the amended items generally be pro­
vided in plain English. The amendments are intended to make 
proxy and information statements, reports, and registration state­
ments easier to understand. They are also intended to provide in­
vestors with a clearer and more complete picture of the 
compensation earned by a company’s principal executive officer, 
principal financial officer, and the highest paid executive officers 
and members of its board of directors. In addition, they are in­
tended to provide better information about key financial rela­
tionships among companies and their executive officers, 
directors, significant shareholders, and their respective immediate 
family members. The SEC is also requesting additional com­
ments regarding the proposal to require compensation disclosure 
for three additional highly compensated employees. This rule is 
effective November 7, 2006, with varying compliance dates. The 
complete text of the final rule can be accessed at http;//www.sec.
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gov/rules/final/2006/33-8732a.pdf. The SEC’s Division of Cor­
poration Finance published questions and answers regarding this 
ruling, These questions and answers are discussed later in this 
text.
SEC Final Rule—Extension of Section 404 Compliance Dates 
for Many Foreign Private Issuers
On August 9, 2006, the SEC issued a final action to offer many 
foreign private issuers further relief from compliance with Section 
404 of the Sarbanes-Oxley Act of 2002 (Sarbanes-Oxley). The 
final rule for foreign private issuers (Release No. 33-8730A) gives 
a one-year reprieve for filing an auditor's report on internal con­
trol to those foreign private issuers that are accelerated filers, but 
not large accelerated filers, and file their annual report on Form 
20-F or Form 40-F. The deadline for providing the auditor's at­
testation will be for fiscal years ending on or after July 15, 2007. 
This group of issuers is required to include a report on manage­
ment's assessment of internal control for fiscal years ending on or 
after July 15, 2006.
On this same date, the SEC issued a proposal to offer smaller 
public companies further relief from compliance with Section 
404 of Sarbanes-Oxley as well. This proposal is discussed further 
under the “SEC Proposed Rules” section below.
SEC Final Rule—Application of the Definition of Narrow- 
Based Security Index to Debt Securities Indexes and Security 
Futures on Debt Securities
On July 6, 2006, the Commodity Futures Trading Commission 
(CFTC) and the SEC adopted a new rule and amended an exist­
ing rule under the Commodity Exchange Act and adopted two 
new rules under the Exchange Act. The rules modify the applica­
ble statutory listing standards requirements to permit security fu­
tures to be based on individual debt securities or a narrow-based 
security index composed of such securities. In addition, these 
rules and rule amendment will exclude from the definition of 
“narrow-based security index” debt securities indexes that satisfy 
specified criteria. A future on a debt securities index that is ex­
cluded from the definition of narrow-based security index will
4
not be a security future and may trade subject to the exclusive ju­
risdiction of the CFTC. The release is effective August 14, 2006, 
and can be accessed at http://www.sec.gov/rules/final/2006/ 
34-54l06.pdf.
SEC Final Rule— Fund of Funds Investments
On June 20, 2006, the SEC adopted three new rules under the 
Investment Company Act o f 1940 (the Investment Company 
Act) that address the ability o f an investment company (fund) to 
acquire shares o f another fund. Section 12(d)(1) o f the Act pro­
hibits, subject to certain exceptions, so-called “fund of funds” 
arrangements, in which one fund invests in the shares of another. 
The rules broaden the ability of a fund to invest in shares of an­
other fund in a manner consistent with the public interest and 
the protection o f investors. The Commission is also adopting 
amendments to forms used by funds to register under the Invest­
ment Company Act and offer their shares under the Securities 
Act. The amendments improve the transparency of the expenses 
o f funds of funds by requiring that the expenses o f the acquired 
funds be aggregated and shown as an additional expense in the 
fee table of the fund o f funds. Release No. 33-8713, effective July 
31, 2006, can be accessed at http://www.sec.gov/rules/final/ 
2006/33-8713.pdf.
SEC Final Rule (Technical Amendment)— Rulemaking for the 
Electronic Data Gathering, Analysis, and Retrieval System
The SEC issued Release No. 33-8590A on February 8, 2006, 
which made a technical amendment to a document published in 
the Federal Register on July 27, 2005 (70 FR 43558), which ex­
panded the information that the SEC requires certain investment 
company filers to submit electronically through the Electronic 
Data Gathering, Analysis, and Retrieval (EDGAR) system. That 
document, published in the Federal Register, contained an incor­
rect instruction to §232 .101(b). This document corrects 
§232 .101(b) and is effective February 8, 2006. Access http:// 
www.sec.gov/rules/fmal/33-8590a.pdf for the entire release.
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SEC Final Rule (Technical Amendment)— Securities Offering 
Reform
On February 6, 2006, the SEC made technical corrections to 
rules adopted in Release No. 33-8591 (July 19, 2005). The 
adopted rules modify and advance significantly the registration, 
communications, and offering processes under the Securities Act. 
This release corrects certain errors in the regulatory text of the 
adopting release and otherwise clarifies certain of the rules. The 
release can be accessed at http://www.sec.gov/rules/final/ 
33-8591a.pdf.
SEC Final Rule—Adoption of Updated EDGAR Filer Manual
The SEC issued Release No. 33-8656 on January 27, 2006, 
which adopted revisions to the EDGAR Filer Manual to reflect 
updates to the EDGAR system. The revisions were made primar­
ily to support the amended rules and forms adopted by the Com­
mission requiring that certain open-end management investment 
companies and insurance company separate accounts identified 
in their EDGAR submissions information relating to their invest­
ment company type, series and classes (or contracts, in the case of 
separate accounts), and ticker symbols. Revisions are being made 
to support the final rule requiring that Form 25-NSE be filed 
electronically. In addition, revisions are being made to revoke 
submission types based on the Public Utility Holding Company 
Act of 1935, which was repealed in the enactment of the Energy 
Policy Act of 2005. Finally, revisions are being made to complete 
the removal of the submission types rescinded on December 1,
2005, as a result of the adoption of securities offering reform ini­
tiatives. The revisions to the EDGAR Filer Manual reflect 
changes within Volumes I and II, entitled EDGAR Filer Manual, 
Volume I: “General Information,” Version 2 (February 2006), 
and EDGAR Filer Manual, Volume II: “EDGAR Filing,” Version 
3 (February 2006), respectively. The updated manual is incorpo­
rated by reference into the Code of Federal Regulations. The in­
corporation by reference of the EDGAR Filer Manual was 
approved by the Director of the Federal Register as of February 6,
2006.
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SEC Final Rule—Revisions to Accelerated Filer Definition and 
Accelerated Deadlines for Filing Periodic Reports
The SEC issued Release No. 33-8644 on December 21, 2005, 
which amends the accelerated filing deadlines that apply to peri­
odic reports so that a “large accelerated filer” (an Exchange Act 
reporting company with a worldwide market value of outstand­
ing voting and nonvoting common equity held by nonaffiliates of 
$700 million or more) will become subject to a 60-day Form 10- 
K annual report filing deadline, beginning with the annual report 
filed for its first fiscal year ending on or after December 15, 2006. 
Until then, large accelerated filers will remain subject to a 75-day 
annual report deadline. Accelerated filers will continue to file 
their Form 10-K annual reports under a 75-day deadline, with no 
further reduction scheduled to occur under the revised rules. Ac­
celerated filers and large accelerated filers will continue to file 
their Form 10-Q quarterly reports under a 40-day deadline, 
rather than the 35-day deadline that was scheduled to apply next 
year under the previously existing rules. Further, the amendments 
revise the definition of the term “accelerated filer” to permit an 
accelerated filer that has voting and nonvoting common equity 
held by nonaffiliates of less than $50 million to exit accelerated 
filer status at the end of the fiscal year in which its equity falls 
below $50 million and to file its annual report for that year and 
subsequent periodic reports on a nonaccelerated basis. Finally, 
the amendments permit a large accelerated filer that has voting 
and nonvoting common equity held by nonaffiliates of less than 
$500 million to exit large accelerated filer status at the end of the 
fiscal year in which its equity falls below $500 million and to file 
its annual report for that year and subsequent periodic reports as 
an accelerated filer, or a nonaccelerated filer, as appropriate. The 
effective date of this release was December 27, 2005. The full text 
of the release can be accessed at http://www.sec.gov/rules/ 
final/33-8644.pdf
SEC Final Rule Technical Amendment—Asset-Backed 
Securities
The SEC issued Release No. 33-8518A on November 29, 2005, 
which contains corrections to final rules which were published in
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the Federal Register on Friday, January 7, 2005 (70 FR 1506). 
The rules relate to the registration, disclosure, and reporting re­
quirements for asset-backed securities under the Securities Act 
and the Exchange Act. The effective date was December 5, 2005, 
but the compliance dates are the same as in Release No. 33-8518.
SEC Exemptive Order— Further Extension for Banks to 
Comply with Gramm-Leach-Bliley Act Broker Registration 
Requirements
On September 29, 2006, the SEC issued an exemptive order fur­
ther extending, until January 15, 2007, the temporary exemption 
of banks, savings associations, and savings banks from the defini­
tion of a “broker” under the Exchange Act, thus extending com­
pliance with the Gramm-Leach-Bliley Act. The compliance date 
was extended from the previous date of September 30, 2006, due 
to the expected passage of the Financial Services Regulatory Re­
lief Act of 2006 (the Financial Services Relief Act). Upon provi­
sions of the Financial Services Relief Act, the SEC and the 
Federal Reserve have 180 days from enactment to jointly propose 
final rules, which will define the circumstances under which a 
bank can engage in securities activities without registering as a 
broker. The President signed the Financial Services Relief Act on 
October 13, 2006. The exemptive order can be accessed at 
http://www.sec.gOv/rules/exorders/2006/34-54544.pdf
Additionally, following the passage of the Financial Services Re­
lief Act, certified public accountants (CPAs) are exempt from the 
Gramm-Leach-Bliley Act requirement that CPAs send their 
clients an annual privacy notice, based on a provision in the Fi­
nancial Services Relief Act.
SEC Concept Release— Management's Report on 
Internal Control
The SEC issued a concept release, on July 11, 2006, as a prelude 
to its forthcoming guidance for management in assessing a com­
pany’s internal control over financial reporting. This release is 
one of the milestones in the Commission’s roadmap for im­
provements entitled “Next Steps for Sarbanes-Oxley Implemen­
tation,” issued following the May 10, 2006 roundtable devoted
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to Sarbanes-Oxley Section 404 implementation issues. The 
Commission anticipates the forthcoming guidance for manage­
ment will cover at least these areas:
• Identifying risks to financial statement account and disclo­
sure accuracy and the related internal controls that address 
the risks, including how management might use company- 
level controls to address the risks
• Objectives of the evaluation procedures and methods or 
approaches available to management to gather evidence to 
support its assessment
• Factors management should consider to determine the na­
ture, timing, and extent of its evaluation procedures
• Documentation requirements, including overall objectives 
of the documentation and factors that might influence 
documentation requirements
The entire release can be accessed at http://www.sec.gov/rules/ 
concept/2006/34-54122.pdf.
Other Commission Orders
Extension of Order Regarding Nonpublic Broker-Dealer 
Financial Statement Requirements Under Section 17 of the 
Exchange Act
On December 7, 2005, the SEC further extended its order origi­
nally issued on August 4, 2003, and previously extended on July 
14, 2004, stating that nonpublic broker-dealers may file with the 
Commission a balance sheet and income statement and may send 
to their customers a balance sheet certified by an independent 
public accountant, instead of by a registered public accounting 
firm, for fiscal years ending before January 1, 2007.
Recent Guidance Provided by the SEC’s Division of 
Corporation Finance
The Division of Corporation Finance’s mission is to see that in­
vestors are provided with material information in order to make 
informed investment decisions—both when a company initially
9
offers its stock to the public and on a regular basis as it continues 
to give information to the marketplace. Among other matters, 
the Division of Corporation Finance provides guidance to com­
panies on SEC rules and forms and proposes new and revised 
rules to the SEC. Recently the Division of Corporation Finance 
issued the following guidance.
SEC Questions and Answers on Executive Compensation and 
Related Person Disclosure Transition
The Division of Corporation Finance staff has published ques­
tions and answers representing the staff’s views on questions it 
has received regarding issuers’ transition to compliance with the 
amendments and new rules adopted by the SEC in the executive 
compensation and related person disclosure rulemaking. The 
questions and answers are not rules, regulations, or statements of 
the Commission. The Commission has neither approved nor 
disapproved these questions and answers. The nine questions 
and answers cover the effective date of the new rules and early 
compliance with the new rules. The questions and answers can 
be found at http://www.sec.gov/divisions/corpfm/faqs/exec 
compqa. pdf.
Current Accounting and Disclosure Issues in the Division of 
Corporation Finance
Readers should be aware of the document prepared by the staff of 
the Division of Corporation Finance available at http://www.sec. 
gov/divisions/corpfin/acctdis120105.pdf, which was last updated 
in December of 2005. The updated document contains refer­
ences to new and updated items that were recently incorporated 
into the document. The items recently incorporated as “new” 
current accounting and disclosure issues are in the following 
areas:
• Regulatory relief and assistance for Hurricane Katrina 
victims
• Employee stock options
• SEC staff report on off-balance sheet arrangements, special 
purpose entities, and related issues
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• Public release of comment letters and responses
• Recent enforcement actions involving management’s dis­
cussion and analysis
• Recent enforcement actions involving generally accepted 
accounting principles (GAAP)
• Classification and measurement of warrants and embed­
ded conversion features
• Loans and other receivables; disclosures about residential 
loan products
• Independent registered auditors; preapproval of audits of 
employee benefit plans
The items incorporated as “updated” current accounting and dis­
closure issues are in the following areas:
• Final rules regarding securities offering reform
• Final rules regarding International Financial Reporting 
Standards (IFRS) first-time adopters
• Final rules regarding use of Form S-8, Form 8-K, and 
Form 20-F by public shell companies
• Accelerated filers
• Management’s Report on Internal Control over Financial 
Reporting and certification of disclosure in Exchange Act 
periodic reports
• Pension, postretirement, and postemployment plans
• Segment disclosure; changes in segments
• Allowance for loan losses; financial statement presentation
SEC Issues Accounting Guidance to Certain Registrants
In February 2005, the staff of the Division of Corporation Fi­
nance publicly posted sample letters sent to certain registrants in 
order to promote widespread awareness of certain accounting is­
sues and to provide examples of comments that other registrants
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should consider as they prepare future SEC filings, as applicable. 
No additional publicly posted letters since these February 2005 
letters are available at the time of this writing. Readers can access 
this guidance at http://www.sec.gov/divisions/corpfln.shtml.
International Reporting and Disclosure Issues in the Division 
of Corporation Finance
Readers should be aware of the document prepared by members 
of the staff of the Division of Corporation Finance, regarding in­
ternational reporting and disclosure issues, available at http:// 
www.sec.gov/divisions/corpfin/internatl/cfirdissues 1104.htm.
Independence Guidance
Application of the SEC's Rules on Auditor Independence 
Frequently Asked Questions
In response to the many questions received by the SEC staff re­
garding the implementation and interpretation of the SEC's rules 
on auditor independence, most recently relating to the SEC’s 
rules on Strengthening the Commissions Requirements Regarding 
Auditor Independence, frequently asked questions (FAQs) have 
been issued by the SEC staff and can be found at http://www. 
sec.gov/info/accountants/ocafaqaudind121304.htm. At the date 
of this writing, the document was last updated in December
2004, and includes the following topics:
• Partner rotation transition questions
• Audit partner and partner rotation
• Prohibited and nonaudit services
• Audit committee preapproval
• Audit committee communications
• Fee disclosures
• “Cooling off” period
• Broker-dealer and investment advisers
12
Hurricane Katrina Assistance
Hurricane Katrina (Katrina) made landfall along the Gulf Coast 
on August 29, 2005, causing catastrophic damage to parts of Al­
abama, Louisiana, and Mississippi. The storm and subsequent 
flooding displaced individuals and businesses, and disrupted 
communications across the Gulf Coast region. The SEC issued 
the guidance discussed below to address the needs of companies 
and individuals located within the areas affected by Katrina that 
must comply with the requirements of the federal securities laws.
On September 15, 2005, the SEC issued an exemptive order (Re­
lease No. 34-52444) providing emergency regulation relief to in­
vestors, companies, and security firms affected by Katrina. 
Subsequently, the SEC issued regulatory relief on October 4,
2005, designed to help ensure that insurers have the capital and 
liquidity to pay Katrina and Hurricane Rita victims.
The SEC continues to assist investors and regulated entities in 
the aftermath of Katrina. This assistance includes, among other 
information, maintenance of telephone and e-mail hotlines for 
investors and registrants. For additional information, readers 
should access the spotlight section of the SEC’s Web site at 
http://www.sec.gov/spotlight.shtml.
SEC Studies
Comparison of Roles of Investment Advisers and 
Broker-Dealers
On August 1, 2006, the SEC issued a request for contract pro­
posals to conduct the first stage of a major study comparing how 
the different regulatory systems that apply to broker-dealers and 
investment advisers affect investors. The study was suggested in 
connection with a rule that the Commission adopted in April 
2005 (Release No. 34-51523). Broker-dealers are regulated under 
the Exchange Act. Investment advisers are regulated under the In­
vestment Advisers Act of 1940 (the Advisers Act). The 2005 rule 
allowed broker-dealers to offer fee-based brokerage accounts 
without being required to comply w ith the Advisers Act. Re­
sponses to the proposal were due in August 2006.
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Private Sector Implementation of the Interagency Paper on 
Sound Practices to Strengthen the Resilience o f  the U. S.
Financial System (the Sound Practices Paper)
On April 27, 2006, the SEC issued a joint report with the Federal 
Reserve and Office of the Comptroller of the Currency regarding 
efforts of the private sector to implement the Sound Practices 
Paper. This study was required by Congress in the Intelligence 
Reform and Terrorism Prevention Act. The report discusses the 
efforts of private sector financial services firms covered by the 
Sound Practices Paper to implement enhanced business continu­
ity plans, and the extent to which implementation has been done 
in a geographically dispersed manner. This report also addresses 
the agencies’ views whether the Sound Practices Paper should be 
expanded to a larger range of private sector financial services 
firms that play significant roles in critical financial markets and 
whether legislative and regulatory changes are needed to expedite 
implementation by affected firms and optimize business continu­
ity planning by the financial services industry.
The report concludes that the financial sector is considerably 
more resilient to a wide scale disruption than they had been prior 
to September 11. The agencies do not see a need at this time to 
expand the Sound Practices Paper to cover additional private sec­
tor financial service firms, or to adopt additional legislative or 
regulatory requirements for supervised financial institutions. The 
U.S. economy and financial system are highly independent, and 
risks posed by a wide scale disruption cross the commercial sec­
tors. The agencies strongly recommend that future work aimed at 
achieving greater resilience should be performed within this 
broader context by agencies or private sector umbrella groups 
that can speak across sectors.
Office of the Chief Accountant: Staff Letters to industry
Readers should be aware of the following staff letters to industry 
which provide helpful guidance and clarification regarding the 
SEC staff’s interpretation of certain accounting issues and their 
application under GAAP.
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Letter from  C hief Accountant to Lawrence Salva, Chairman, 
Committee on Corporate Reporting, Financial Executives In­
ternational and Sam Ranzilla, Chairman, Center fo r  Public 
Company Audit Firms, American Institute o f  Certified Pub­
lic Accountants concern ing accounting fo r  stock options in the 
historical fin an cia l statements o f  pub lic companies (Septem­
ber 19, 2006). This letter summarizes the staff's views re­
garding the accounting for stock options in the historical 
financial statements of public companies. Prior to the 
adoption of the Financial Accounting Standards Board's 
(FASB) Statement No. 123 (revised 2004), Share-Based 
Payment, many public companies accounted for stock op­
tions under Accounting Principles Board (APB) Opinion 
No. 25, Accounting fo r  Stock Issued to Employees. This letter 
discusses the accounting consequences under APB Opin­
ion No. 25 of dating an option award to predate the actual 
award date, option grants with administrative delays, un­
certainty as to the validity of prior grants, and other re­
lated circumstances.
Letter from  Acting C h ief A ccountant to D eloitte & Touche 
LLP con cern in g the disposition o f  D eloitte & Touche Tax 
Technologies LLC and Deloitte Tax’s Tax Technology Services 
Division (July 5, 2006). This letter provides guidance re­
garding independence issues.
Letter from  the Deputy C hief Accountant to Deloitte Touche 
Tohmatsu on the disposition o f  their con trolling interest in 
Liberata p lc (November 7, 2005). This letter provides guid­
ance regarding independence issues.
Letter from  the Deputy C hief Accountant to Deloitte Touche 
Tohmatsu con cern ing Deloitte Touche Tohmatsu's ( “DTT”)  
sale by its member firm  in the United Kingdom, Deloitte & 
Touche LLP, o f  the Prophet soft ware system and various other 
rights and  assets (hereinaft er co llectively  referred  to as the 
“Prophet Assets”), to SunGard Sherwood Systems Group Ltd., 
(together with its parent corporation, SunGard Data Systems 
Inc., a nd  the other a ffiliates and  subsidiaries o f  SunGard
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Data Systems Inc. “SunGard”)  (October 21, 2005). This let­
ter provides guidance regarding independence issues.
Readers can find these staff letters to industry, along with others, 
at http://www .sec.gov/info/accountants/staffletters.shtml.
SEC and Committee of European Securities Regulators’ 
Financial Reporting Work Plan
On August 2, 2006, the SEC and Committee of European Secu­
rity Regulators (CESR) published a joint work plan that will be 
implemented immediately. The main focus of the work plan is 
the application by internationally active companies of IFRS and 
U.S. GAAP in the United States and the European Union respec­
tively. There are three key issues covered in the work plan:
1. Implementation of IFRS and U.S. GAAP by internation­
ally active users
2. Modernization of financial reporting and disclosure
3. Discussion of risk management practices
The press release can be found at http://www.sec.gov/news/press/ 
2006/2006-130.htm.
Staff Guidance issued by the SEC’s Division of 
investment Management
The SEC's Division of Investment Management regulates invest­
ment companies, such as mutual funds, closed-end funds, unit 
investment trusts, exchange-traded funds, and interval funds, in­
cluding variable insurance products, and federally registered in­
vestment advisers. It has recently issued the following guidance.
Staff Interpretive Guidance on Investment Advisers Act Rule 
202(a)(ll)-l
The Division of Investment Management staff has issued a letter, 
dated December 16, 2005, in response to a request from the Se­
curity Industry Association for interpretive guidance on the Ad­
visers Act Rule 202(a)(11)-1. The letter can be accessed at http:// 
www.sec.gov/divisions/investment/noaction/sia12 1605 .h tm .
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Questions responded to involve advertisements; financial plan­
ning and brokerage services; dual capacities for dually regis­




On August 29, 2006, the SEC requested additional comment on 
a proposed amendment to the disclosure requirements for execu­
tive and director compensation. Specifically, the SEC is request­
ing comments regarding the proposal to require disclosure for 
three additional highly compensated employees. The full text of 
the release can be viewed at http://www.sec.gov/rules/proposed/ 
2006/33-8735.pdf.
Internal Control Over Financial Reporting in Exchange Act 
Periodic Reports of Nonaccelerated Filers and Newly Public 
Companies
On August 9, 2006, the SEC issued a proposal to offer smaller 
public companies and newly public companies further relief from 
compliance with the internal control requirements mandated by 
Section 404 of Sarbanes-Oxley (Release No. 33-8731). Under the 
proposal, a nonaccelerated filer would be required to include a re­
port on management’s assessment of internal control for fiscal 
years ending on or after December 15, 2007. The deadline for 
providing the auditor’s attestation would be for fiscal years end­
ing on or after December 15, 2008. Under the proposal, newly 
public companies would not need to provide either until after fil­
ing one annual report. The SEC indicated these deadlines could 
be further extended if they have not issued additional guidance 
for management on how to complete its assessment of internal 
controls of financial reporting in time to be of assistance in con­
nection with annual reports filed for fiscal years ending on or 
after December 15, 2007; or if  revisions to Auditing Standard 
No. 2 have not been finalized to be of assistance in connection 




On April 7, 2006, a federal appeals court invalidated certain 
amendments adopted by the SEC under the rules of the Invest­
ment Company Act. The court found the SEC failed to seek 
comment on the data used to estimate the costs of the amend­
ments, but suspended issuing its mandate for the SEC to request 
further comment. The SEC, on June 13, 2006, invited further 
comment on the amendments, including particularly their costs. 
The amendments, first proposed on January 15, 2004, would im­
pose two conditions on investment companies relying on certain 
exemptive rules:
• Fund boards would have to be comprised of at least 75 per­
cent independent directors.
• The boards would have to be chaired by an independent 
director.
The proposal can be accessed at http://www.sec.gov/rules/ 
proposed/2006/ic-27395.pdf.
Interactive Data and extensible Business Reporting 
Language Initiatives
On March 6, 2006, the Commission announced a series of 
roundtables to be conducted during 2006 focused on speeding 
the implementation of new Internet tools that will help provide 
investors and analysts with better financial information about 
companies and funds. The first two roundtables, held on June 12, 
2006, and October 3, 2006, discussed ways to improve the qual­
ity of mutual fund disclosures; what investors and analysts are 
looking for in interactive data; existing financial analyst software; 
and how to accelerate the use of new software that permits the 
dissemination of interactive data. The roundtables will review the 
experiences from the first year of a pilot program to use so-called 
interactive data for company filings with the SEC. Interactive 
data permits Internet users to search for and use individual items 
of information from financial reports, such as net income, execu­
tive compensation, or mutual fund expenses. The roundtables 
will also use the lessons learned from the pilot program in order
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to develop new ways to provide analysts and investors signifi­
cantly better information. As of June 20, 2006, 24 companies 
agreed to participate in a new pilot program to use interactive 
data in their financial statement filings. The pilot program will si­
multaneously enable the participant companies to determine the 
benefits of using interactive data, provide feedback to the Com­
mission, and enable investors and analysts to assess new tech­
niques for analyzing interactive data reports submitted to the 
SEC in the eXtensible Business Reporting Language (XBRL) for­
mat. For more information visit the spotlight section on the 
SEC’s Web site at http://www.sec.gov/spotlight.shtml.
SEC Small Business Issues
SEC Advisory Committee on Smaller Public Companies
In 2004, the SEC announced establishment of the SEC Advisory 
Committee on Smaller Public Companies (the Committee) to as­
sess the current regulatory system for smaller companies under 
the securities laws, including the impact of Sarbanes-Oxley. The 
Committee delivered its final report on April 23, 2006. The re­
port includes 33 recommendations and can be accessed from 
http://www.sec.gov/info/smallbus/acspc.shtml. The Committee’s 
14 primary recommendations relate to:
• Scaling securities regulations for smaller companies
• Internal control over financial reporting
• Capital formation, corporate governance, and disclosure 
accounting standards
SEC Government-Business Forum on Small Business 
Capital Formation
The SEC Government-Business Forum on Small Business Capi­
tal Formation (the Forum) is a forum for small businesses to meet 
and discuss perceived unnecessary impediments to the capital 
raising process. The Forum has assembled annually since 1982 
and is a mandate of the Small Business Investment Incentive Act 
of 1980. The 25th annual forum was held on September 29, 
2006, and included two roundtable discussions on interactive
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data and smaller public companies and hot topics in small busi­
ness capital formation. The first roundtable discussed XBRL 
from three viewpoints:
• Filers’ actual experience with filing financial statements as 
part of the SEC voluntary XBRL filing program
• Analyst coverage of interactive data
• Investors’ use of interactive data
The second roundtable discussed issues small companies face 
when they go public and how they have become more complex in 
recent years with the new regulatory requirements, specifically 
those of Sarbanes-Oxley. For more information on the Forum 
readers can visit http;//www.sec.gov/info/smallbus.shtml.
Commission of Sponsoring Organizations of the Treadway 
Commission’s New Guidance
In July 2006, the SEC’s Acting Chief Accountant and the Direc­
tor of the Division of Corporation Finance commented on the 
Commission of Sponsoring Organizations of the Treadway Com­
mission’s (COSO) publication of new guidance on the use of its 
framework to address the needs of smaller businesses in fulfilling 
the requirements of Section 404 of Sarbanes-Oxley. The press re­
lease can be accessed at http://www.sec.gov/news/press/2006/ 
2006 -ll4 .h tm .
The COSO guidance, released July 11, 2006, provides a set of 20 
basic principles representing the fundamental concepts associated 
with and drawn directly from the five components of internal 
control described in the framework. A free copy of the executive 
summary, which contains the 20 principles, can be downloaded 
from http://www.coso.org/publications.htm.
The SEC and Public Company Accounting Oversight Board’s 
Roundtable on Second-Year Experiences With Internal Control 
Reporting and Auditing Provisions
The roundtable on Second-Year Experiences with Internal Con­
trol Reporting and Auditing Provisions, hosted by the SEC and
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the Public Company Accounting Oversight Board (PCAOB or 
the Board) on M ay 10, 2006, gathered registrants’ and account­
ing firms’ experiences implementing the internal control report­
ing requirements under Section 404 of Sarbanes-Oxley. The 
roundtable included representatives of public companies, audi­
tors, investors, members of the legal community, and other inter­
ested parties.
The roundtable was structured around five panels which covered 
the following topics;
• Overview of the second year
• Management’s evaluation and assessment
• The audit of internal control over financial reporting
• The effect on the market
• Next steps
For more information on the roundtable, including access to the 
archived Web cast, visit http://www.sec.gov/spotlight/soxcomp. 
htm.
Public Company Accounting Oversight Board 
Developments
The summaries below are for informational purposes only and 
should not be relied upon as a substitute for a complete reading 
of the applicable rule or development. In addition, the informa­
tion presented below does not encompass all of the recent is­
suances and activities of the PCAOB. See the PCAOB Web site at 
www.pcaob.org for complete information.
Guidance Issued on PCAOB Auditing Standard No. 2
PCAOB Report on the Initial Implementation of PCAOB 
Auditing Standard No. 2
On November 30, 2005, the PCAOB released a report on the 
initial implementation of PCAOB Auditing Standard No. 2, An 
Audit o f  Internal Control Over Financial Reporting Perform ed in
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Conjunction With an Audit o f  F inancia l Statements (AICPA, 
PCAOB Standards and  Related Rules, AU section 320). This re­
port reaffirmed and amplified previous guidance issued on May 
16, 2005. The PCAOB's monitoring focused on whether firms’ 
audit methodologies, as well as firms’ execution of those method­
ologies, have resulted in audits of internal control that were effec­
tive and efficient. The Board found that both firms and issuers 
faced enormous challenges in the first year of implementation. 
The Board found that audits performed in difficult circum­
stances, as described in the report, were often not as effective or 
efficient as Auditing Standard No. 2 intends (and as the Board 
expects they can be in the future, given the benefits of experience 
and adequate time and resources).
The most common reasons the Board found audits were not as 
efficient as the Board expected include that some auditors:
• Did not integrate their audits of internal control with their 
audits of financial statements
• Did not effectively apply a top-down approach
• Did not alter the nature, timing, and extent of their testing 
to reflect the level of risk
• Performed inefficient, and sometimes ineffective, walk­
throughs of major classes of transactions because they used 
different transactions to test each control separately rather 
than walking a single transaction through the entire 
process
• Did not use the work of others to the extent permitted by 
Auditing Standard No. 2
In addition, the Board identified areas in which, on the whole, 
auditors could have performed their work more effectively. These 
areas include that some auditors;
• Failed to sufficiently evaluate the adequacy of compensat­
ing controls, in the face of identified control deficiencies, 
often discovered late in the audit process
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• Did not perform sufficient testing of the controls over 
preparing financial statement disclosures
The report also explains certain aspects of Auditing Standard No.
2 including;
• The term “more than remote,” which appears in the stan­
dards definitions of “significant deficiency” and “material 
weakness,” means “at least reasonably possible.”
• Circumstances identified in Auditing Standard No. 2 as 
“strong indicators” of a material weakness are not automat­
ically material weaknesses; rather these circumstances re­
quire heightened auditor scrutiny to determine whether a 
material weakness, in fact, exists.
• The objective of an audit of internal control is to identify 
whether any material weaknesses exist in the company’s in­
ternal control over financial reporting. Therefore, an audit 
in accordance with Auditing Standard No. 2 should not be 
designed to detect deficiencies that, individually or in the 
aggregate, are less severe than a material weakness.
• When the auditor identifies control deficiencies, Auditing 
Standard No. 2 requires the auditor to evaluate the exis­
tence and effectiveness of any compensating controls. Such 
an evaluation is important because compensating controls 
may mitigate the effects of deficiencies that would other­
wise be considered significant deficiencies or material 
weaknesses.
• In performing an integrated audit of internal control and 
the financial statements, the auditor may perform tests of 
controls that simultaneously satisfy the objectives of both 
audits. Auditing Standard No, 2 does not require or sug­
gest that the auditor perform separate tests of controls for 
the purposes of the audit of internal control and for the 
purposes of the audit of financial statements. To the con­
trary, Auditing Standard No. 2 encourages such integra­
tion of testing.
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Revisions to Auditing Standard No. 2
Announced May 17, 2006, the PCAOB and SEC are planning to 
revise and approve pertinent issues within Auditing Standard No.
2, respectively. Proposed revisions would seek to ensure that dur­
ing integrated audits, auditors focus on areas that pose higher risk 
of fraud or material error; incorporate key concepts contained in 
the guidance issued by the PCAOB on M ay 16, 2005; and revisit 
and clarify what, if  any, role the auditor should play in evaluating 
the company’s process of assessing internal control effectiveness. 
See the SEC press release discussing this and other steps for Sar­
banes-Oxley implementation at http://www.sec.gov/news/press/ 
2006/2006-75.htm.
SEC Approval of Auditing Standard No. 4
On February 6, 2006, the SEC approved Auditing Standard No.
4, Reporting on Whether a Previously Reported M aterial Weakness 
Continues to Exist. Auditing Standard No. 4 establishes require­
ments that apply when an auditor is engaged to report on 
whether a previously reported material weakness in internal con­
trol over financial reporting continues to exist. The standard, 
adopted by the PCAOB on July 26, 2005, establishes a stand­
alone engagement that is entirely voluntary, performed only at 
the company’s request, after the company has disclosed a material 
weakness in internal control under Section 404 of Sarbanes- 
Oxley. The SEC’s order includes a discussion of how company 
management might disclose reports by management and auditors 
on whether a previously reported material weakness continues to 
exist. The SEC’s order also instructed the PCAOB to issue a clear 
and concise outline of the affirmative audit steps set forth in the 
standard within 90 days of the issuance of this order. This outline 
is discussed in the next section.
In the same order, the SEC approved the proposed Conforming 
Amendment to Interim Attestation Standard—AT section 101, 
Attest Engagements (PCAOB Standards and Related Rules), which 
encompasses agreed upon procedures engagements in which an 
auditor reports findings based on specific procedures performed 
on a subject matter. The entire order can be accessed at
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http://www.sec.gov/rules/pcaob/34-53227.pdf. Readers can also 
access http://www.pcaob.org/Standards/Standards_and_Related_ 
Rules/Auditing_Standard_No.4.aspx for more information on 
Auditing Standard No. 4.
Overview of Auditing Standard No. 4
On April 27, 2006, the PCAOB released an Overview of Audit­
ing Standard No. 4. The overview provides information on the 
provisions of Auditing Standard No. 4, which establishes the fol­
lowing steps for auditors engaged to report on whether a previ­
ously reported material weakness still exists:
1. Evaluate whether conditions for engagement performance 
have been met.
2. Plan the engagement.
3. Evaluate whether to use the work of others.
4. Obtain evidence about the effectiveness of controls.
5. Obtain written representations from management and 
evaluate management’s report.
6. Form a conclusion and report.
7. Communicate with the audit committee.
The full text of the overview can be found at http://www.pcaob. 
org/Standards/Standards_and_Related_Rules/AS4/2006-04- 
27_2006-003_AS4_Summary.pdf
PCAOB Standing Advisory Group
The PCAOB Standing Advisory Group (SAG) is a 31-person 
panel representing the auditing profession, public companies, in­
vestors, and others charged with advising the Board on the estab­
lishment of auditing and related professional practice standards. 
The SAG was established in April 2004 and meets approximately 
three times a year. Six organizations have been granted observer 
status with speaking rights at these meetings and include the:
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• FASB
• Government Accountability Office (GAO)
• International Auditing and Assurance Standards Board 
(lAASB)
• SEC
• Department of Labor
• Auditing Standards Board (ASB) of the AICPA
The entire meetings can be heard via Web cast and briefing pa­
pers accessed at http://www.pcaob.org/Standards/Standing_ 
Advisory_Group/index.aspx.
October 2006 SAG Meeting
On October 5, 2006, the SAG met to discuss 2007 proposed 
standards setting activities, PCAOB strategic planning, and 
smaller company/smaller firm issues. The SAG discussed four 
standards setting projects currently in process:
1. Revision of PCAOB Auditing Standard No. 2, which was 
cited as a top priority, will be amended in accordance with 
a four-point plan announced by the PCAOB in M ay of 
2006. Further information on the four-point plan is dis­
cussed below.
2. Principles of reporting continue to be a focus of the Board 
with significant progress in two specific areas. The PCAOB 
has been addressing the corresponding conforming 
changes necessary to the auditing literature as a result of 
the FASB’s issuance of the Statement of Financial Account­
ing Standard No. 154, Accounting Changes and Error Cor­
rections. PCAOB guidance issued relating to FASB 
Statement No. 154 is also discussed below. The second 
area of principles of reporting in which the PCAOB has 
been involved relates to the fact that the FASB has pro­
posed to incorporate the hierarchy of GAAP into a new ac­
counting standard since it currently resides in the auditing 
standards.
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3. Engagement quality review (concurring partner review) is 
being evaluated by the Board through analysis of what has 
been learned in the inspection process.
4. Risk assessment, including fraud risk assessment, is a pro­
ject involving the Board’s evaluation of the auditor’s risk 
assessment process. The AICPA ASB and the lAASB re­
cently revised their standards to enhance the auditor’s risk 
assessment process. Accordingly, the PCAOB is in the pre­
liminary stages of evaluating these two organizations’ revi­
sions and expects to make substantial progress on this 
project over the next year.
Additionally, the Board w ill begin three new projects over the 
next year. These include:
• Related parties, including consideration of fraud risk 
factors
• Confirmations, including consideration of fraud risk 
factors
• Specialists, including how specialists are used in fair value 
measurements
The Board has determined these three projects will have a greater 
impact on audit quality than three previously scheduled projects 
and thus has removed them from the upcoming schedule. These 
projects, while being removed, will continue to be monitored by 
the Board to consider whether additional guidance or new or re­
vised standards are necessary. The projects include communica­
tions w ith audit committees, quality control standards, and 
codification of PCAOB standards and authority of PCAOB in­
terim standards.
Other 2006 PCAOB activities include:
• Fraud. The Board is evaluating inspection results on firms’ 
implementation of Statement on Auditing Standards 
(SAS) No. 99, Consideration o f  Fraud in a Financial State­
m ent Audit (AICPA, Professional Standards, vol. 1, AU sec­
tion 316), to determine whether a PCAOB Rule 4010
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report on the implementation of SAS No. 99 would be 
useful.
• Fair Value. The Board is evaluating existing auditing stan­
dards on auditing estimates, auditing fair values, and using 
the work of specialists in light of the FASB’s standards set­
ting to determine whether changes to the Board's standards 
or additional staff guidance is necessary.
• Predecessor Auditors. On June 9, 2006, the PCAOB issued 
guidance to auditors related to adjustments to prior period 
financial statements audited by a predecessor auditor. See 
further discussion below,
• S ta ff Audit P ractice Alert on Stock Options. On Ju ly  28, 
2006, the PCAOB issued Staff Audit Practice Alert No, 1, 
M atters R elating to T im ing and  A ccounting f o r  Options 
Grants, which is discussed in detail below.
The SAG also discussed the PCAOB’s strategic planning and 
measurements of PCAOB success. Three measures of PCAOB 
success factors suggested by the Board were:
• Measure 1. High investor confidence in the auditing pro­
fession, as indicated by increased reliance on audit reports 
and strong confidence in audit quality.
• Measure 2. Less involvement by auditors in financial scan­
dals than in the past (or alternatively, greater frequency 
with which auditors directly detected or prevented finan­
cial scandals from occurring).
• Measure 3. Stability in the business model of the account­
ing profession.
The SAG members were asked to provide feedback on these mea­
sures and answer a number of discussion questions in order to 
identify what constitutes PCAOB success and how it should be 
measured. The SAG also held a panel discussion in which smaller 
accounting firms were asked to discuss a number of questions re­
garding the challenges and differences compared to larger firms;
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why they chose to stay in the SEC arena and how they communi­
cate with regulators.
June 2006 SAG Meeting
On June 12-13, 2006, the SAG met and held discussions on the 
following topics:
• PCAOB activities regarding Section 404 and Auditing 
Standard No. 2 including its four-point plan and changes 
being considered to Auditing Standard No. 2, which are 
both discussed herein
• Implementation of Section 404 and Auditing Standard 
No. 2 as they relate to company-level controls and the au­
ditor’s involvement in management’s assessment (panel 
discussion)
• The Research Synthesis Program— research related to au­
diting fair value and auditor’s risk assessments (panel dis­
cussion) (This panel consists of academic auditing 
researchers who provide a synthesis of existing relevant re­
search for selected PCAOB standards projects.)
• Implications of internal control over financial reporting— 
data and analysis (panel discussion) (This panel discussed 
their compilations of data on corporate disclosures about 
internal control over financial reporting and the implica­
tions of the results.)
• Emerging Issues— stock options backdating (This discus­
sion considered if  the Sarbanes-Oxley Section 403 change 
on the timing of reporting of stock options from 45 days 
to 2 days resolved the issue or whether there continue to be 
issues related to this matter.)
February 2006 SAG Meeting
On February 9, 2006, the SAG met and responded to the 
PCAOB’s request for its advice on topics for consideration as pos­
sible auditing and related professional practice standards. Among 
the topics discussed were:
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• Using the work of a specialist
• Review and risk assessment standards; the auditor’s consid­
eration of materiality in audit planning and evaluation of 
likely misstatements
• Emerging Issue; the effects on independence of indemnifi­
cation, lim itation of liability, and other litigation-related 
clauses in audit engagement letters
Briefing papers on all three topics are available on the PCAOB 
Web site.
PCAOB Inspections
Section 104 of Sarbanes-Oxley requires the Board to conduct a 
continuing program of inspections of registered public account­
ing firms. In the inspections, the Board assesses compliance with 
Sarbanes-Oxley; the rules of the Board; the rules of the SEC; and 
professional standards, in connection with the firm’s performance 
of audits, issuance of audit reports, and related matters involving 
issuers. Sarbanes-Oxley requires the Board to conduct those in­
spections annually for firms that provide audit reports for more 
than 100 issuers and at least triennially for firms that provide 
audit reports for fewer issuers. The Board makes portions of the 
inspection reports public, which can be accessed on the PCAOB’s 
Web site at http://www.pcaob.org/Inspections/index.aspx.
PCAOB 2006 Inspection Cycle
On May 1, 2006, the PCAOB issued a statement regarding the 
approach to inspections of internal control audits in the 2006 in­
spection cycle. The Board’s 2006 inspection cycle began M ay 1,
2006, and will focus on whether the firms efficiently achieved the 
objectives of an internal control over financial reporting audit, as 
discussed in guidance the Board has issued. The Board will com­
bine its review of internal control over financial reporting audit­
ing with its review of financial statement audit procedures. The 
inspection process w ill focus on how efficiently the firms per­
formed audits pursuant to Auditing Standard No. 2, in light of 
guidance issued in 2005. Specifically inspectors will evaluate the:
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• Degree of integration between the audit of internal con­
trol over financial reporting and the audit of financial 
statements
• Use of a top-down approach to the audit
• Proper assessment of and response to identified risks
• Use of the work of others
The inspection process will occur at three levels, namely, meeting 
with senior firm leadership, national office inspection proce­
dures, and engagement inspection procedures for each acceler­
ated filer audit that is reviewed during 2006. The full text of the 
release can be accessed at http;//www.pcaob.org/Inspections/ 
2006-05-01_Release_104-2006-105 .pdf
Process for Firms to Address Quality Control Criticisms in 
Inspection Reports
The PCAOB issued two releases, on March 21, 2006, concerning 
the Board’s implementation of a provision of Sarbanes-Oxley that 
gives registered accounting firms an incentive to address quality 
control criticisms in Board inspection reports within 12 months 
after the Board issues the reports.
The Sarbanes-Oxley Act provides that “no portions of the inspec­
tion report that deal with criticisms of or potential defects in the 
quality control systems of the firm under inspection shall be 
made public if  those criticisms or defects are addressed by the 
firm, to the satisfaction of the Board, not later than 12 months 
after the date of the inspection report.”
In the first release (Release No. 104-2006-077), the Board pro­
vided information about its process for determining whether a 
registered accounting firm has satisfactorily addressed quality 
control criticisms in an inspection report. The release describes 
the Board's approach to implementing Sarbanes-Oxley’s incen­
tive-based framework and describes the meaning and effect of a 
Board determination.
In the second release (Release No. 104-2006-078), the Board de­
scribed observations about efforts undertaken by the four largest
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U.S. accounting firms to address quality control concerns identi­
fied during the Board's initial, limited inspections of those firms. 
Reports on those inspections were issued in August 2004. During 
the 12-month period that followed issuance of those reports, each 
firm engaged in substantial dialogue with the Boards staff con­
cerning the firm’s efforts to address the concerns, and each firm 
made a timely submission of evidence to describe those efforts.
Inspection Concerns
Following are some concerns noted during recent accounting 
firm inspections conducted by the PCAOB. Consider reviewing 
this brief list to help in determining whether similar issues could 
exist on your engagements;
Revenue
Allowance for loan losses 









Use of other auditors 
Use of specialists
PCAOB Guidance on Auditing the Fair Value of Share Options 
Granted to Employees
On October 17, 2006, the PCAOB issued staff questions and an­
swers about auditing the fair value of share options granted to
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employees. The guidance provides direction for auditing a com­
pany’s estimation of the fair value of stock options granted to em­
ployees pursuant to FASB Statement No. 123 (revised 2004), 
Share-Based Payment, which became applicable for financial state­
ments of companies with fiscal years ending on or after June 15,
2006. The set of 22 questions and answers, intended to help au­
ditors apply the existing auditing standards consistently and ap­
propriately when auditing the fair value of share options granted 
to employees, identifies risks that auditors should be aware of and 
addresses the auditor’s consideration of the process for developing 
a fair value estimate, significant assumptions used in options pric­
ing models, and the role of specialists in fair value measurements. 
The guidance can be accessed at http://www.pcaobus.org/ 
Standards/Staff_Questions_and_Answers/index.aspx. The Board 
issued a Staff Audit Practice Alert in Ju ly  of 2006 (discussed 
below) which identified issues that auditors should consider pri­
marily relating to auditing stock options that were accounted for 
under APB Opinion No. 25, which was superseded by FASB 
Statement No. 123 (revised 2004).
PCAOB Audit Practice Alerts
On July 28, 2006, the PCAOB announced that the Board’s staff 
will issue, from time to time, Audit Practice Alerts. These Audit 
Practice Alerts highlight new, emerging, or otherwise noteworthy 
circumstances that may affect how auditors conduct audits under 
the existing requirements of PCAOB standards and relevant laws. 
The Audit Practice Alerts w ill generally be prepared by the 
PCAOB’s Office of Research and Analysis, working in conjunc­
tion with the PCAOB’s Office of the Chief Auditor.
Audit Practice Alert Regarding Timing and Accounting for 
Stock Option Grants
On July 28, 2006, the PCAOB issued Staff Audit Practice Alert 
No. 1, M atters R elating to T im ing and  A ccounting f o r  Options 
Grants. This issuance was prompted by recent reports and disclo­
sures about issuer practices related to the granting of stock op­
tions, including the “backdating” of such grants. These reports 
and disclosures indicate that some issuers’ actual practices in
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granting options might not have been consistent with the man­
ner in which these transactions were in itially recorded and dis­
closed. Some issuers have announced restatements of previously 
issued financial statements as a result of these practices. In addi­
tion, some of these practices could result in legal and other con­
tingencies that may require the recognition of additional expense 
or disclosure in financial statements.
The Audit Practice Alert advises auditors that these practices may 
have implications for audits of financial statements or of internal 
control over financial reporting; and focuses auditors on several 
considerations related to evaluating and addressing the risk that 
stock option granting practices may have led to material misstate­
ment of financial statements. The guidance identifies existing 
standards that could bear on auditors work and applies them to 
the issues that have been raised regarding companies’ stock op­
tion granting practices, but does not establish new requirements. 
Factors that may be relevant in assessing the risks related to these 
matters include:
• Applicable financial accounting standards
• Consideration of materiality
• Possible illegal acts
The full text of the alert can be accessed at http://www.pcaob. 
org/News_and_Events/News/2006/07-28_Release.pdf. PCAOB 
Chairman Olson also spoke on this Audit Practice Alert in his 
September 6, 2006, testimony before the Senate Banking Com­
mittee. The text of that testimony can be accessed at http://www. 
pcaob.org/news_and_events/events/2006/testimony/09-06_ 
olson.aspx.
Accounting Support Fee and Funding Process
The PCAOB staff published updated FAQs regarding the ac­
counting support fee and funding process. On April 13, 2006, 
the SEC approved the PCAOB’s 2006 annual budget and ac­
counting fee. This FAQ, dated July 20, 2006, sets forth the staff’s 
opinions on issues related to the implementation of the PCAOB’s 
funding rules. The statements contained in these FAQs are not
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rules of the Board, nor have they been approved by the Board. 
The entire release can be accessed at http://www.pcaob.org/ 
Support_Fees/SupportFeeFAQ.pdf.
PCAOB Staff Questions and Answers Related to Adjustments to 
Prior Period Financial Statements Audited by a Predecessor 
Auditor
On June 9, 2006, the PCAOB issued guidance to auditors related 
to adjustments to prior period financial statements audited by a 
predecessor auditor. Adjustments to prior period financial state­
ments may arise, for example, due to the reporting of discontin­
ued operations, retrospective application of a change in 
accounting principle, or the correction of an error in prior period 
financial statements pursuant to FASB Statement No. 154, Ac­
counting Changes and Error Corrections.
The guidance explains that if  prior period financial statements 
that require adjustments were audited by a predecessor auditor, 
either the sucessor auditor or the predecessor auditor may audit 
the adjustments so long as the auditor is independent and regis­
tered with the PCAOB. The guidance continues to address ques­
tions regarding when the predecessor auditor audits the prior 
period financial statement adjustments; when the sucessor audi­
tor audits the prior period financial statement adjustments; and 
when the sucessor auditor has not yet completed an audit of the 
current period financial statements. The PCAOB guidance can 
be accessed directly at http://www.pcaob.org/Standards/Staff_ 
Questions_and_Answers/2006/QA_Adjustments.pdf.
PCAOB Proposed Rules for Annual and Special Reporting of 
Information and Events by Registered Accounting Firms
The PCAOB voted on M ay 23, 2006, to propose rules for annual 
and special reporting of information and events by accounting 
firms that are registered with the PCAOB. Section 102(d) of Sar­
banes-Oxley provides that each registered public accounting firm 
shall submit an annual report to the Board, and may also be re­
quired to report more frequently, to provide information speci­
fied by the Board or the SEC.
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The reporting framework proposed by the Board includes two 
types of reporting obligations. The proposal would require each 
registered firm to provide:
• Basic information once a year about the firm and the 
firm ’s issuer related practice over the most recent 12- 
month period
• Certain events that, if  they occur with respect to a regis­
tered firm, must be reported by the firm within 14 days
The Board also voted to propose rules that, in certain circum­
stances, would allow a successor firm to succeed to the registra­
tion status of a predecessor firm following a merger or other 
change in the registered firm’s legal form. The proposed rules 
would allow a firm to succeed outright to a predecessor’s registra­
tion in certain circumstances without any disruption in registra­
tion status. In other circumstances, the proposed rules would 
allow for temporary succession for a transitional period of up to 
90 days while the firm seeks registration. The comment period 
closed in July 2006. The Board will determine whether to adopt 
final rules, with or without amendments, and then submit the 
final rules to the SEC for approval. The proposed rules and com­
ments can be accessed at http://www.pcaob.org/Rules/ 
Docket_019/index.aspx and http://www.pcaobus.org/Rules/ 
Docket_020/index.aspx.
Four-Point Plan to Improve Implementation of Internal Control 
Reporting Requirements
On M ay 17, 2006, the Board announced a four-point plan to 
improve implementation of internal control reporting require­
ments. The Board will undertake four initiatives:
1. Amend Auditing Standard No. 2.
2. Reinforce auditor efficiency through PCAOB inspections.
3. Develop or facilitate development of implementation 
guidance and education for auditors of small companies.
4. Continue PCAOB forums on auditing in the small busi­
ness environment.
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Additional amendments to Auditing Standard No. 2 that the 
Board is considering include:
• Clarifying the definitions of significant deficiency and ma­
terial weakness in internal control
• Reconsidering the “strong indicators of a material weak­
ness” to allow for more judgment in determining whether 
a deficiency exists
• Guiding auditors to increase their use of the work of others 
where appropriate
• Clarifying materiality and scoping decisions
• Emphasizing the integration of the audit of internal con­
trol with the audit of the financial statements
• Allowing for and promoting auditors’ use of experience 
gained in previous years’ audits to focus and make most ef­
ficient the work in subsequent years
The full text of the article can be found at http://www.pcaob.org/ 
News_and_Events/News/2006/05-17.aspx.
SEC Approval of PCAOB Rules on Auditor Independence 
and Tax Services
The SEC approved the PCAOB ethics and independence rules 
concerning independence, tax services, and contingent fees on 
April 19, 2006. The rules include general rules with respect to 
ethics and independence, restrict certain types of tax services a 
registered public accounting firm may provide to its audit clients, 
and prohibit contingent fee arrangements for any services a regis­
tered public accounting firm provides to its audit clients, in order 
to maintain its independence. The PCAOB previously adopted 
Ethics and  Independence Rules Concerning Independence, Tax Ser­
vices and  Contingent Fees in July 2005 and subsequently amended 
the rules, but the rules did not become final and effective until 
this approval by the SEC. The rules were approved with varying 




PCAOB Small Business Issues
PCAOB Small Business Forums
The Forum on Auditing in the Small Business Environment is a 
program for registered accounting firms and public companies in 
the small business community to learn more about the work of 
the Board. The PCAOB began holding small business forums in 
2004 to enable PCAOB staff and Board members to meet with 
representatives of small companies and small public accounting 
firms to discuss how PCAOB auditing standards and inspections 
would affect them. For more information regarding the small 
business forums, readers can access http://www.pcaob.org/ 
About_the_PCAOB/Small_Business/index.aspx.
PCAOB 2005 Annual Report
In M ay of 2006, the PCAOB issued its 2005 annual report to the 
SEC, as required by Sarbanes-Oxley. The report summarizes 
PCAOB activities during 2005, its third year in operations. The 
report includes a summary of registration, inspections, auditing 
standards, enforcement and investigations, internal oversight and 
performance assurance, and a financial review. The entire report 
can be accessed on the PCAOB Web site.
Other Related Developments and Resources 
Government Accountability Office Developments
GAG Report on Financial Restatements: Update of Public 
Company Trends, Market Impacts, and Regulatory 
Enforcement Activities
On July 24, 2006, the GAO issued a report on financial restate­
ments as an update to its previous 2002 report. The report ana­
lyzes the following:
• The number of, reasons for, and other trends in 
restatements
• The impact of restatement announcements on the restat­
ing companies’ stock market capitalization
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• The impact of restatements on investors’ confidence in 
the existing U.S. system of financial reporting and capital 
markets
• SEC enforcement actions involving accounting- and 
audit-related issues
In the report, the GAO recommends that the SEC should help to 
ensure compliance with its Form 8-K reporting requirements and 
make consistent existing SEC guidance on public company dis­
closures of restatements that result in non-reliance on previously 
issued financial statements. The GAO further recommends that 
the SEC investigate potential noncompliance with current Form 
8-K filing requirements and make consistent the guidance to reg­
istrants concerning required disclosures regarding certain restate­
ments. The full text of the report can be accessed at http://www. 
gao.gov/new. items/d06678.pdf
GAO Report on Sarbanes-Oxley and Smaller Public 
Companies
On May 8, 2006, the GAO publicly issued its report entitled Sar­
banes-Oxley Act: Consideration o f  Key Principles Needed in Address­
ing Implementation fo r  Smaller Public Companies. The purpose of 
the report was to:
• Analyze the impact of Sarbanes-Oxley on smaller public 
companies, particularly in terms of compliance costs
• Describe responses of the SEC and PCAOB to concerns 
raised by smaller public companies
• Analyze smaller public companies’ access to auditing ser­
vices and the extent to which the share of public compa­
nies audited by mid-size and small accounting firms has 
changed since the Act was passed
Overall, the GAO recommended that enhanced guidance be is­
sued to improve Sarbanes-Oxley Section 404 implementation for 
smaller companies. The entire report can be viewed at http:// 
www.gao.gov/new.items/d06361.pdf
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COSO Request for Proposal on Monitoring Procedures
On October 17, 2006, COSO issued a request for proposal to 
develop guidance on the monitoring component of the COSO 
Internal Control Framework. The project, which is scheduled to 
be completed by the end of 2007, will describe the objectives of 
the monitoring component of the internal control framework; 
provide guidance on how ongoing and separate monitoring can 
meet the needs of Sarbanes-Oxley compliance; provide cost effec­
tive examples of monitoring activities for large and small compa­
nies; and provide monitoring tools and techniques to assist 
companies in their evaluation and assessment. For more informa­
tion on the request for proposal, please visit www.coso.org.
SEC Disclosure Checklists
The AICPA Center for Public Company Audit Firms (Center), 
through an affinity agreement with a third party, has made avail­
able to Center members a complete SEC Disclosure Checklist. 
The checklist was last updated as of September 30, 2006, and can 
be accessed by Center members on the Center’s Web site at 
http://www.aicpa.org/CPCAF.
AICPA Financial Reporting Alert
In M ay 2006, the AICPA issued a Financial Reporting Alert en­
titled Employee Stock Option Accounting: FASB 123(R), SEC SAB 
No. 107, Other Recent Authoritative Developments. This Financial 
Reporting Alert provides an overview of FASB Statement No. 
123 (revised 2004), Share-Based Payment, and SEC SAB No. 
107, which govern the accounting for employee stock options 
and other equity and equity-linked instruments that are ex­
changed by a public entity in return for services. The SEC issued 
SAB No. 107 in March 2005. This alert can be accessed by call­
ing the AICPA at 888-777-7077 or by going online to 
www.cpa2biz.com.
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AICPA Center for Public Company Audit Firms Issues Guidance 
for Firms Issuing Audit Reports for Nonissuers That Are Filed 
With the SEC
It is important to note that if  a non-SEC issuer is a subsidiary, 
division, or segment of an SEC issuer whose report is being re­
lied upon by the principal auditor of the SEC issuer and filed 
with the SEC, then the guidance to choose whether to perform 
the audit in accordance w ith all of the PCAOB standards or 
solely in accordance with the PCAOB auditing standards, does 
not apply. In this situation, since the non-SEC issuer's audit re­
port will be relied upon by the principal auditor of an SEC issuer 
and included in an SEC filing, the auditor must perform the 
audit in accordance with all of the auditing and related profes­
sional practice standards of the PCAOB and all applicable SEC 
rules. In April 2006, the Center provided additional information 
regarding this for firms issuing audit reports for nonissuers filed 
with the SEC, which can be found at http://www.aicpa.org/cpcaf/ 
download/AICPA_News_Update_Guidance_for_Nonissuers_ 
subs_March_5.pdf.
Statement of Cash Flows
During the 2005 AICPA National Conference on Current SEC 
and PCAOB Developments, the Associate Chief Accountant of 
the SEC Division of Corporation Finance spoke about the state­
ment of cash flows. Specifically, the cash flow presentation for 
discontinued operations, dealer floor plan financing arrange­
ments, and insurance claim proceeds were discussed. Readers 
should evaluate carefully how these and other items are presented 
in the statement of cash flows in light of these remarks by the 
SEC staff. To assist in your understanding, the SEC staff speech 
can be accessed at http://www.sec.gov/news/speech/spch 
120605jl.htm. Additionally, the Center has summarized the SEC 
staff’s position, which can be found at http://www.aicpa. 
org/cpcaf/download/news/CPCAFAlert98_041906.pdf.
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A IC P A  Technical Practice Aid on Lease Accounting
In November 2005, the AICPA issued a technical practice aid on 
lease accounting to clarify the requirements in the existing ac­
counting standards. The technical practice aid can be accessed at 
h ttp ://w w w .aicpa.org/download/acctstd/LE A SE_TPA s_ 
5600.07.pdf. It is considered nonauthoritative and not a source 
of established accounting principles. This aid was developed after 
the Chairman for the Center received a letter from the Chief Ac­
countant of the SEC in February 2005. The letter clarified the 
SEC staff's interpretation of certain accounting issues and their 
application under GAAP relating to operating leases. The letter 
focused on specific concerns regarding the appropriate account­
ing for operating leases; restatements resulting from the correc­
tion of errors that deviate from the lease accounting standards; 
and clear and concise disclosures of both operating and capital 
leases. In July 2006, the FASB announced that it was formally 
opening a project to reconsider the current accounting standards 
for leases. The goal of this project is to develop principles that 
would faithfully represent lease transactions in the financial state­
ments of lessees and lessors and would reflect similarities and dif­
ferences in the wide variety of leasing arrangements prevalent 
today.
Enhanced Business Reporting
The Enhanced Business Reporting Consortium (EBRC) was 
founded by the AICPA, Grant Thornton LLP, Microsoft Corpo­
ration, and PricewaterhouseCoopers in 2005 at the recommenda­
tion of the AICPA Special Committee on Enhanced Business 
Reporting. The EBRC is an independent, market-driven non­
profit collaborative with a mission to improve the quality, in­
tegrity, and transparency of information used for decision-making 
in a cost effective and time efficient manner. EBRC members 
are charged w ith development of a voluntary, global disclos­
ure framework designed to be the “gold standard” in business 
reporting.
On October 18, 2005, the EBRC published its first version of 
a comprehensive information framework, Enhanced Business
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Reporting Framework. The framework was released for 60 days of 
public comment. The framework intends to provide guidance to 
companies so that they can better communicate with investors 
and key stakeholders regarding business strategy and current and 
expected performance in an effort to create greater transparency. 
The framework includes the four broad categories of business 
landscape; strategy; competence and resources; and performance. 
The framework can be accessed at http://www.ebr360.org.
Matrix on Appropriate Type of Audit Opinion Approved 
by the SEC
The AICPA SEC Regulations Committee meets periodically with 
SEC staff to discuss emerging technical accounting and reporting 
issues related to the SEC rules and regulations. Highlights of 
these meetings can be accessed at http://cpcaf.aicpa.org/ 
Resources/SEC+Regulations+Committee+Highlights/. During 
one of these joint meetings, the AICPA SEC Regulations Com­
mittee and the SEC staff discussed the clarification of PCAOB 
registration requirements and reports to which PCAOB Auditing 
Standard No. 1 applies. Based on that discussion, the SEC Regu­
lations Committee developed the following schedule.
General Guidelines
Entities fo r  which audit 
report on the finan cia l 
statements is included in 
document f i l e d  w ith SEC:
Auditor’s report on finan cia l 
statements in current fi lin g  
must be issued by a pub lic 
accounting firm  registered
with the PCAOB? (1)
Auditor’s report on 
fin an cia l Statements 
must refer to PCAOB 
standards? (2)
Issuer (3)




division, or segment o f  
issuer for which other 
auditor’s report is 
included in an SEC 
filing due to reference 









Entities f o r  w h ich  audit 
report on the fin a n c ia l 
statements is in clu d ed  in 
docum en t f i l e d  w ith  SEC:
A uditor’s report on fin a n c ia l 
statem ents in cu rren t f i l in g  
must be issued by a p u b lic  
a ccoun tin g f i rm  registered  
w ith  the PCAOB? (1)
A uditor’s report on 
f in a n c ia l Statements 
must refer to PCAOB 
standards? (2)
Non-issuer entity whose 
financial statements are filed 
to satisfy S-X Rule 3-05 or 3-14
No No
Non-issuer entity whose 
financial statements are 
included in proxy or 
Form S-4/F-4 as target
No No
Non-issuer entity whose 
financial statements are filed 
to satisfy S-X Rule 3-09 or 3-16
• No reference to other 
auditor’s report by 
issuer’s auditor
(5) No (7)
• Reference to other 




separate financial statements 
are filed to satisfy S-X 
Rule 3-10
Yes (8) Yes
Employee Benefit Plan 
Filing on Form 1 1 -K Yes (8) Yes
(1)—This guidance is applicable to audit reports issued or dual 
dated with latest date after 10/21/03 (or 7/18/04 for foreign au­
ditors).
(2)—This guidance is applicable to audit reports issued or reis­
sued on or after M ay 24, 2004.
(3)—The term ‘issuer’ means an issuer (as defined in Section 3 of 
the Exchange Act), the securities of which are registered under 
Section 12 of that Act, or that is required to file reports under 
Section 15(d) of that Act, or that files or has filed a registration 
statement that has not yet become effective under the Securities 
Act of 1933. See Section 2(a)(7) of the Sarbanes Oxley Act and 
PCAOBRule 1001.
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(4)—The financial statements that are filed with an initial regis­
tration statement need not be audited by a registered firm. Once 
the company has filed a registration statement, however, it is an 
“issuer” and any subsequent or restated financial statements must 
be audited by a registered firm.
(5)—The auditor of the financial statements of the non-issuer 
entity must be registered if, in performing the audit, the auditor 
played a “substantial role” in the audit of the issuer, as that term is 
defined in PCAOB Rule 1001(p)(ii). If the “substantial role” test 
is not met, the firm is not required to be registered.
(6)— Rule 2-02 of Regulation S-X requires that the auditor’s re­
port state whether the audit was conducted in accordance with 
generally accepted auditing standards (GAAS). In Release No. 34- 
49708, the SEC stated that “references in Commission rules . . . 
to GAAS or to specific standards under GAAS, as they relate to is­
suers, should be understood to mean the standards of the PCAOB 
plus any applicable rules of the Commission” (emphasis added). 
In the situation identified in the chart above, the view of the SEC 
staff is that the reference to GAAS in Rule 2-02, as applied to the 
other auditor’s report, does “relate to an issuer” for purposes of 
Release No. 34-49708 and that, therefore, the other auditor’s re­
port must refer to the standards of the PCAOB.
(7)— Even though the other auditor’s report is not required to 
refer to the standards of the PCAOB, if  the issuer’s auditor uses 
the work of the other auditor, that audit work must be performed 
in accordance with the standards of the PCAOB.
(8)—The entity is itself an issuer and so must comply with issuer 
rules.
The matrix is available on the Center’s Web site under SEC Reg­
ulations Committee highlights: June 15, 2004 as amended on 
June 17, 2005.
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Sarbanes-Oxley Section 404: Responding to an Adverse 
Report— A Checklist for the Audit Committee
In 2005, the AICPA developed a tool to educate the audit com­
mittee of a company that has received an adverse report on the ef­
fectiveness of its internal control over financial reporting. The 
first half of the tool educates the audit committee about the in­
ternal control evaluation requirements; the second half includes 
steps the audit committee should take if faced with this situation. 
The complete document can be downloaded at http://www. 
aicpa.org/audcommctr/spotlight/SOX_Section_404.htm.
AICPA National Conference on Current SEC and PCAOB 
Developments
The AICPA holds its National Conference on Current SEC and 
PCAOB Developments annually in December. This conference 
provides comprehensive SEC and PCAOB updates directly from 
the regulators. Information about this conference can be accessed 
by calling the AICPA at 888-777-7077 or by going online to 
www.cpa2biz.com.
The SEC and PCAOB Alert—2006/07 is published annually. As 
you encounter audit or industry issues that you believe warrant 
discussion in next year’s Alert, please feel free to share them with 
us. Any other comments that you have about the Alert would also 
be appreciated. You may e-mail these comments to aeubanks@ 
aicpa.org or write to:
Amy M. Eubanks, CPA
AICPA
The Palladian
220 Leigh Farm Road
Durham, North Carolina 27707-8110
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